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Recommendations for Revision of the Internal
Revenue Code
Submitted by
COMMITTEE ON FEDERAL TAXATION
American  in stit u te  of Accountants
For some years past it has been the practice of the American Institute of Accountants to submit, at least 
annually, to the appropriate authorities, 
to business, and to the public in general, 
its recommendations for adjustment 
and revision of the Internal Revenue 
Code. This service has been undertaken 
through the committee on federal taxa­
tion which, in turn, based its recommen­
dations on the broad experiences of the 
members of the Institute.
From time to time a number of the 
committee’s recommendations have been 
enacted into law. This is not to suggest 
that such recommendations in and of 
themselves resulted in the remedial 
legislation, but it is believed that so 
representative an opinion of a national 
body of professional practitioners hav­
ing a wide experience with the subject 
matter, serving the general public in­
terest rather than their own or a special 
group interest, should and does carry 
considerable weight.
We now understand that a study by 
legislative and Treasury officials of the 
working results of the present Code is in 
progress, based in part on results re­
ported by numerous taxpayers during 
the past year. Accordingly the present 
committee has continued the intensive 
work of its predecessors and has given 
further study to the actual working 
results of existing legislation, including 
the 1940 amendments.
Basic Principles
Tax legislation should be designed 
only to produce revenue on a basis 
equitable to those of our people who
must, ultimately, bear the burden 
thereof and should not attempt to ac­
complish social reforms, however desir­
able they may be.
The prime purpose of revenue laws 
is to produce revenue to pay for the 
service of government. When they seek 
to accomplish other results, both efforts 
fall short of the mark and neither goal 
is attained.
But while social reform or control 
should not be sought through tax legis­
lation, the necessary social and business 
effect of taxation for revenue only can­
not be overlooked. Taxation is a mo­
nopoly of government and it is subject, 
as are all monopolies, to the economic 
law of diminishing returns, in the form 
of industrial activity and employment 
as well as revenue.
Here, then, the form and media of 
taxation become important. It is with 
these that this committee proposes to 
deal, recognizing, as fundamental neces­
sities, these principles:
(1) Tax laws should be designed for 
revenue purposes only.
(2) They should levy the burden on a 
basis equitable to all, recognizing 
ability to pay and benefits re­
ceived.
(3) They should, so far as possible, 
encourage rather than deter busi­
ness activity, production, and 
employment.
(4) They should be certain and defi­
nite so that business will know its 
obligation and its liability.
(5) They should follow business prac­
tice rather than oppose it.
(6) They should not involve adminis­
trative difficulties or lead to dis­
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pute and litigation, but should en­
courage taxpayer cooperation.
Having in mind the foregoing prin­
ciples and that the unsettled conditions 
of the present require not only more 
revenue but more production, particu­
larly of the means of national defense, 
this committee submits twenty-five 
recommendations listed in detail in the 
contents page of this report.
In submitting these recommenda­
tions, we emphasize particularly the 
following:
(1) The creation of a qualified, repre­
sentative, nonpartisan commission 
to study our national and state tax 
structure and proposed fixed and 
certain principles and methods. 
(Recommendation No. 1.)
(2) The determination of the liability 
of a group of affiliated corpora­
tions on a consolidated basis 
should be applied to income tax as 
well as excess-profits tax. (Recom­
mendation No. 2.)
(3) The income-tax provisions, the 
defense-tax provisions and excess- 
profits-tax provisions relating to 
the computation of tax in the case 
of individuals or corporations, re­
porting on a fiscal-year basis or 
changing their fiscal years, or to 
decedents, should be modified to 
eliminate the inequities resulting 
under the method now required by 
law. (Recommendations Nos. 3, 
4, 5, and 6.)
(4) All expenses incurred in the pro­
duction of income should be al­
lowed as deductions. (Recommen­
dation No. 7.)
(5) The treatment of capital gains and 
losses should be further studied 
and revised, and the differential 
between the taxation of such gains 
realized by corporations compared 
with the rate applicable in the case 
of individual capital gains should 
be eliminated. (Recommendation 
No. 8.)
(6) The interest on future issues of all 
government (state and local, as 
well as federal) securities should be 
subjected to tax and the rates of
tax in the top surtax brackets 
should be reduced. (Recommenda­
tion No. 10.)
(7) Excessive depreciation not “ bene­
ficially allowed” in prior years 
should be ignored in determining 
the basis for depreciation and/or 
gain or loss on the property in­
volved in later years. (Recom­
mendation No. 14.)
(8) The provisions relating to the 
determination of the basis for com­
puting gain or loss on the disposi­
tion of property should be modi­
fied so that prior nonrecognized 
gains or losses should not be recog­
nized in determining the basis, and 
where the property has been sub­
jected to estate taxes the basis 
should be the amount so taxed. 
(Recommendations Nos. 15,16,17, 
and 18.)
(9) The treatment of deductions for 
losses on worthless securities 
should be modified to eliminate 
many of the arguable questions 
that now arise. (Recommenda­
tions Nos. 20, 21, and 22.)
(10) The present capital-stock and de­
clared value excess-profits tax 
sections should be repealed and 
replaced by a straight capital- 
stock tax based on the exemption 
for excess-profits taxes if the rev­
enue presently being derived is 
needed. (Recommendation No. 25.)
The suggested revisions hereinafter 
outlined in detail deal primarily with 
the determination of normal tax net 
income and not subchapter E relating 
to excess-profits taxes. As to the latter, 
this committee has submitted its sug­
gestions to the legislative committees 
and further suggestions must await a 
complete study of the law finally enacted 
and its application to the circumstances 
of numerous taxpayers. Meanwhile, 
however, it must be recognized that 
superimposing an excess-profits tax, 
running as high as 50 per cent on a net 
income first subjected to a 24 per cent 
normal income tax (a possible 60 per 
cent top rate), accentuates the serious­
ness of inequitable methods for or pro­
visions relating to the determination of 
underlying normal tax net income.
1. A qualified, representative, nonpar­
tisan commission should he created to 
study our tax structure:
For several years past we have em­
phasized the need for a thorough study 
by qualified, nonpartisan experts, rep­
resenting all phases of national life and 
activity, of the results of our taxation 
policies and the effect of tax laws on 
industrial activity, employment and 
social progress. We need the benefit of 
a study such as cannot possibly be 
made by any one organization— official, 
public or private. Our recommendation 
that a nonpartisan commission be au­
thorized to make such a study has been 
favorably received by numerous groups 
throughout the country, and two en­
abling resolutions, one each by Repre­
sentatives Treadway and Celler, were 
introduced in the current session of 
Congress.
The committee is of the opinion that 
Congress could do no one thing of 
greater importance to assure future 
economic stability than to create a 
qualified, nonpartisan commission to 
formulate a permanent and consistent 
policy of federal taxation. The annual 
revision of tax laws on the basis of 
political expediency and social reform 
is the major cause of hesitancy on the 
part of businessmen and taxpayers. 
Fixed principles of taxation are urgently 
required to give taxpayers the neces­
sary confidence to face the future.
Determination of fixed principles of 
taxation should strive to bridge the 
existing gap between tax requirements 
and established business and account­
ing practice. The flexible application of 
accounting principles, as between tax­
payers, should be recognized, providing 
such accounting practices be consist­
ently maintained from year to year. Ac­
counting principles recognize that one 
fixed method cannot be applied to all
business or all circumstances, and the 
Securities and Exchange Commission 
recognizes that fact and lays emphasis 
on consistency as much as on method. 
Income-tax procedure should do no less.
A permanent tax structure should be 
established, so that it will be subject 
only to changes in rates to meet the 
varying requirements of the federal 
budget. Business can adjust itself to 
changing rates, as long as such rates are 
nonconfiscatory, but staggers under the 
impact of successive changes in the 
general scheme and incidence of taxa­
tion, a procedure which calls for new 
interpretations of tax provisions from 
year to year.
We have now had over twenty-five 
years’ experience with income-tax laws. 
At no time during that period has a 
real attempt been made to develop the 
effects of our national and state taxa­
tion policies and the effect of particular 
tax laws or provisions thereof.
The experiences of other countries 
may provide some indication of re­
sults, but it must be recognized that 
the United States has its own peculiar 
problems in the light of which its tax 
policies must be considered. On the 
other hand, the fact that other coun­
tries found it desirable to subject their 
taxation policies to a comprehensive 
review by experts is important. We can 
do no less.
The recent increase in normal income 
tax and surtax rates and the imposition 
of a defense tax and an excess-profits 
tax make such a survey even more im­
portant. These increased rates or new 
taxes have been superimposed on the 
old basis. The underlying inequalities, 
difficulties, and effects on the nation’s 
well-being are thus accentuated, to say 
nothing of the new difficulties and 
problems introduced.
While it is recognized that such a 
study will take time and will not im­
mediately produce results, a start must 
be made sometime and, pending com­
pletion, interim results can be made
available to Congress. It is not sug­
gested that legislative or administrative 
powers be delegated to the proposed 
commission; it is merely expected that 
the commission function as a study 
group in examining national tax prob­
lems, and on the basis of its delibera­
tions recommend to Congress the adop­
tion of such principles and methods of 
taxation as would promote uniformity 
and simplicity and remove as much as 
possible of the present complexity and 
uncertainty.
2. The Code should provide for the 
determination of the normal income- 
tax liability of groups of affiliated 
corporations on a consolidated basis:
It is so well established in the broad 
field of financial reporting that con­
solidated statements are essential to the 
correct presentation of the affairs of 
affiliated groups, that it is obviously 
incongruous to prohibit consolidated 
tax returns, particularly when they are 
permitted for excess-profits-tax returns.
Subsidiary companies are organized 
by a parent company for many pur­
poses, including compliance with state 
requirements, minimization of risk in 
opening up new territory, facilitating 
financing, or the simplification of the 
establishment of new lines of business. 
They are, for all practical purposes, 
merely branches or departments of one 
enterprise. Businessmen, stock exchanges, 
and the S.E.C. recognize that the finan­
cial position and earnings of the parent 
company and its subsidiaries can be 
presented satisfactorily only by means 
of consolidated statements showing the 
combined position and results of opera­
tions. The entire consolidated group is 
treated as a single unit, intercompany 
transactions and profits not realized by 
means of sales outside the group and 
intercompany accounts being elimi­
nated.
When the filing of consolidated re­
turns was abolished in 1934, Congress 
deliberately set aside a long established
and generally recognized business prac­
tice. By requiring separate statements 
of income from each unit of the one 
enterprise, nonexistent “ paper”  income 
is often taxed, and the earnings of 
particular units may be distorted and 
incorrectly presented. Moreover, elimina­
tion of the consolidated return, being 
contrary to ordinary business practice, 
has unduly complicated administration 
of the income-tax law and business 
operations, and has placed additional 
burdens on corporate groups which 
follow the consistent practice of prepar­
ing consolidated financial statements 
for all other purposes.
Accordingly, to simplify the prepara­
tion and auditing of returns, and at the 
same time to prevent both the taxation 
of artificial, nonexistent income, and the 
avoidance of tax by arbitrary inter­
group charges, it is again urged that 
affiliated groups be permitted to file 
consolidated income-tax returns.
Every argument which can be urged 
in favor of consolidated returns applies 
with equal force against the taxation of 
intercorporate dividends. The principle 
is unsound from an accounting stand­
point, and we repeat our recommenda­
tion that, as a corollary to the filing 
of consolidated returns, intercorporate 
dividends should be excluded from 
income.
The provisions, in subchapter E 
relating to excess-profits tax, permitting 
the filing of consolidated returns for the 
purpose of that tax, confirm the conten­
tion that the consolidated basis is the 
only correct method for determining the 
true income of an affiliated group, and 
similar provisions should be added to 
the chapters of the Code relating to 
income tax. Why have two methods of 
determining taxable income?
3. The 1940 10 per cent extra defense- 
tax provisions should be amended 
so that all taxpayers, regardless of a 
change in the fiscal year accounting 
basis, will pay the 10 per cent extra
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tax for a full five-year period, and 
only five years:
In June, 1940, the Internal Revenue 
Code was amended to require all tax­
payers to pay 10 per cent of the tax, 
otherwise computed, for all taxable 
periods beginning on or after January 
1, 1940, and before January 1, 1945. 
The amendment included no provision 
to cover taxpayers who change their 
fiscal accounting and tax periods after 
January 1, 1940.
Thus, a taxpayer now reporting on 
the basis of a fiscal year ending Novem­
ber 30th will pay no additional tax on 
earnings to November 30, 1940. Should 
such a taxpayer change to a calendar 
year basis before December 31, 1944, 
the additional tax will be payable only 
on the income for four years and one 
month. Though such a change in the 
taxable period requires the permission 
of the Commissioner of Internal Reve­
nue, the refusal of permission to make 
such a change can be overcome by 
organizing a new corporation.
On the other hand, if a taxpayer now 
reporting on a calendar-year basis should 
change to a fiscal-year ending, say, 
November 30th, the additional tax will 
be payable on income from January 1, 
1940, to November 30, 1945, or five 
years and eleven months. The organiza­
tion of a new, successor corporation 
reporting on the same basis would make 
no difference.
The American Institute of Account­
ants, in the interest of making available 
to creditors, stockholders, and others 
more reliable data on business progress 
through the use of the natural business 
year for periodical accounting purposes, 
has recommended that natural-business- 
year accounting periods be adopted.
The Securities and Exchange Com­
mission has indicated that it favors the 
use of the natural business year, which 
seldom coincides with the calendar year, 
for accounting purposes and many in­
vestors’ organizations have likewise 
fostered the idea.
An indication of the trend is available 
from Treasury Department statistics 
which show that from January 1, 1939, 
to August 31, 1940, 5,990 taxpayers 
requested and obtained permission to 
change to a fiscal-year basis.
The provisions of the Internal Reve­
nue Code, as recently amended with 
respect to the 10 per cent defense tax, 
will not only tend to stop the present 
tendency to change to the natural- 
business-year accounting basis but is 
likely to lead those now on that basis 
to revert to a calendar-year basis— at 
the expense of federal revenues.
We, therefore, recommend that the 
present provisions of the Code be re­
vised so as to require the payment of the 
extra 10 per cent of tax for defense 
purposes for a full five-year period, and 
only five years regardless of fiscal-year 
changes, or the formation of successor 
corporations where no tax is involved 
in the transactions with such successor 
corporations.
4. The provisions for the computation of 
the tax of individual taxpayers who 
change their fiscal years should he 
modified to eliminate present in­
equities:
The present method of computing the 
tax of an individual who files a return 
covering a period of less than twelve 
months results in serious inequity in 
many cases, especially when seasonal 
income is involved. The law requires 
that the short-period income be placed 
on an annual basis by assuming that 
the net income will continue at the same 
rate for the balance of the twelve 
months. Thus, for example, if the net 
income for a six months’ period should 
be $50,000, it is doubled and the result­
ing tax on $100,000 is divided by two.
Such a computation is fair only if 
income is received ratably through the 
year. It results in a tax seriously exces­
sive and disproportionate to the income, 
and rate of tax paid by others, if more 
than a proportionate part of the annual
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income is earned during the short period. 
That is usually the case as individuals 
change their fiscal accounting periods 
(which requires a short-period return) 
because they are in business and desire 
to adopt the natural-business-year end­
ing just after the season ends. Between 
January 1, 1939, and August 31, 1940, 
5,990 taxpayers made such a change.
To illustrate the situation, take the 
case of a person operating a business 
in a southern resort. The season ends 
generally about May 31st, which should 
be the end of the accounting year rather 
than December 31st, the middle of the 
active period, after much preliminary 
expense has been incurred to be re­
couped out of January to May opera­
tions, and when inventories are high. 
Assume that such a person (married) 
earns $30,000 in the season but earns 
only $1,000 during the remaining seven 
months of relative inactivity and little 
or no business. Under the existing law 
he would be required to pay a tax of 
$10,827.67 on that $30,000 if he changed 
to a May 31st fiscal year, while if he 
had continued his accounting to Decem­
ber 31st he would pay on the full year 
income of $31,000 only $6,022.72 in­
come tax. It is believed that such a 
result was not intended.
Section 47 (c) of the present statute 
originated in the 67th Congress, first 
session, and was known as section 
226 (c) in the revenue act of 1921.
“ Sec. 226 (c). In the case of a re­
turn for a period of less than one year 
the net income shall be placed on an 
annual basis by multiplying the amount 
thereof by twelve and dividing by the 
number of months included in such 
period; and the tax shall be such part 
of a tax computed on such annual 
basis as the number of months in such 
period is of twelve months.”
The Ways and Means Committee 
(H. Rept. 350) report covering the 
enactment of the law recites the reason 
for the law:
“ Under existing law the taxpayer 
may improperly reduce his surtaxes by 
changing his fiscal year, thus splitting 
his annual income into two parts. This 
section proposes to prevent such eva­
sion by providing that in the case of a 
return for a period of less than one year 
the net income shall be placed on an 
annual basis and the surtax properly 
computed thereon in accordance with 
the number of months in such period.”  
(p. 13)
The Senate amendments made the 
rule thus established applicable to both 
normal and surtax. (p. 31)
In 1924 section 226 (c) of the 1921 act 
was amended, as it was found to apply 
to cases for which not intended (short- 
period returns resulting from death). 
The report of the Senate Finance Com­
mittee (68th Congress, first session,
S. Rept. 398) stated:
“ Subdivision (c) of this section of 
existing law provides that in the case of 
return for a fractional part of the year 
the net income shall be placed on an 
annual basis by multiplying by 12 and 
dividing by the number of months in­
cluded in the fractional period, and that 
the tax shall be such part of the tax 
computed on such annual basis as the 
number of months in the period is of 
12 months. The provision was inserted 
for the reason that under the 1918 act 
taxpayers were changing their account­
ing period from calendar year to fiscal 
year, and vice versa, for the purpose of 
making a return for a short period and 
consequently getting two starts on the 
surtax rates. The provision as found in 
the existing law covers not only such 
cases but other cases to which it was 
not intended to apply, such as the re­
turn for a decedent who dies in the early 
part of the year and has received sub­
stantial income during that period, 
which may be the entire income which 
he would have received had he con­
tinued to live. The bill therefore pro­
vides that the rule as to placing the in­
come on an annual basis shall apply only 
to cases where a separate return for a 
fractional part of the year is made be­
cause of the change of the accounting
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period from fiscal year to calendar year 
or vice versa, and that in all other cases, 
if the return is made for the fractional 
part of the year, the personal exemp­
tion and credit for dependents shall be 
reduced proportionately to the length of 
the period for which return is made.” 
(p. 27-28)
Subsequent to the revenue act of 
1924, no material changes were made in 
this provision of the law except to 
exempt corporations from its applica­
tion, which was done by the revenue 
act of 1936.
The admitted inequity in the case of 
decedents receiving a disproportionate 
part, perhaps all, of their annual income, 
during the short period is equally pres­
ent in the case of living taxpayers re­
porting for a short period, similarly 
circumstanced with respect to the re­
ceipt of disproportionate income.
This hardship can be readily alle­
viated, yet still prevent the tax avoid­
ance referred to in the House report on 
the 1921 act by providing: (1) that in 
the case of a short period return there 
be added to the net income for the short 
period ($30,000 in the illustration) the 
net income for the balance of the twelve- 
months’ period ($1,000 in the illustra­
tion) ; (2) that the tax be computed on 
the resulting full twelve-months’ income 
($31,000 in the illustration); and (3) 
that the taxpayer pay such proportion 
of the tax on the net income for the full 
twelve months as the net income for the 
short period bears to the net income for 
the year (30/31sts in the illustration). 
This will put the taxpayer’s income on 
a true annual basis rather than a 
fictitious annual basis.
Thus, the taxpayer in the assumed 
case, who would have had to pay a tax 
of $6,022.72 on the year’s net income 
of $31,000 had no change been made in 
the accounting year, will be required 
to pay $5,828.44 on the net income of 
$30,000 for the five months instead of 
$10,827.67 as under existing law.
If the balance of the year should
result in a net loss, then the tax should 
be computed on the short period income 
as though it were the income for a full 
year.
The suggested change is not likely to 
appreciably reduce revenues, as tax­
payers who would otherwise be charged 
an excessive tax do not change their 
fiscal years, but they are thus forced to 
continue an unsound accounting pro­
cedure. On the other hand, it eliminates 
the possibility of tax avoidance not over­
come by the present law in cases of 
taxpayers who receive a dispropor­
tionately low share of annual income in 
the short period and who, under present 
law, pay less than their fair and proper 
tax by reason of a change in the ac­
counting period.
5. The provisions for the computation of 
tax of decedents, particularly those on 
a cash basis who are required to 
include accrued income as well as cash 
income, should be revised to eliminate 
present inequities:
Somewhat similar to the inequitable 
situation above discussed is the situa­
tion of cash basis decedents whose 
estates may be excessively taxed with 
respect to income prior to death by 
reason of the requirement that in the 
last return all income accrued at death 
must be included in addition to cash 
income. Also unjustly burdened are 
those who are members of partnerships 
or receive income from trusts and by 
reason of death only there must be 
included in the last year’s tax return 
more than one year’s partnership or 
trust income.
With sharply increasing surtax-rate 
brackets the income may be thus forced 
up into tax brackets much higher than 
normal or proper and subjected to an 
excessive tax, particularly when part­
nerships are involved or a person dies 
just before the close o f his taxable 
year.
The extreme case would be that of a 
member of a partnership using a Janu­
ary 31st accounting basis who dies 
December 31st (and reports personally 
on a calendar-year basis). Assume that 
the share of partnership income for the 
year ended January 31st was $24,000 
and the earnings from January 31st to 
December 31st were proportionate, or 
$22,000. Assuming he is a single person 
with no other income or deductions and 
all earned income, the surtax on the 
$46,000 would total $10,846, but had 
the taxpayer lived until the following 
January 31st (and thus earned another 
$2,000) the surtax on the larger income 
would be only $5,904.80.
To relieve this situation it is sug­
gested that the Internal Revenue Code 
be amended to provide that, if there be 
required to be included in the last 
return of any decedent more than one 
year’s income from any source, the 
surtax be computed as follows:
(1) Determine the net income as at 
present.
(2) Deduct therefrom the amount of 
net income from any source in 
excess of the net income from that 
source for one year (the year’s 
income first received or accrued 
being the amount includable and 
the income later received or ac­
crued being the excess).
(3) Compute the surtax under the ap­
plicable law on the balance.
(4) Add to such surtax a percentage of 
the excess net income, deducted 
under (2) above equal to the per­
centage which the surtax deter­
mined under (3) above bears to the 
net income on which it was com­
puted.
Under the amendment suggested the 
surtax in the assumed case would be 
$5,658.77. No income would escape 
taxation, but none of it would be sub­
jected to abnormally high rates.
6. The provisions for the computation of 
excess-profits taxes for periods of less 
than twelve months should be revised 
to eliminate unjust hardship and the 
possibility of tax avoidance:
The provisions of the recently enacted 
excess-profits-tax law with respect to 
the determination of excess-profits taxes 
for periods of less than twelve months 
will result in either an unjust hardship 
or tax avoidance. This matter is covered 
by subsection 711(a) (3) which applies 
in cases where the taxable year is 
changed, so that for the period of the 
change a return for less than twelve 
months is required and in the case of 
newly organized corporations adopting 
a fiscal-year ending less than twelve 
months after organization. The re­
quirement that the income be placed on 
an annual basis will produce an equitable 
and fair tax only if it be a fact that the 
income for the short period is ratably 
comparable with the earnings for a full 
year. Should such short-period earnings 
be in excess of the average rate per 
month, the tax will be excessive and 
unduly burdensome. Should the earn­
ings be less, a way for avoidance of tax 
is open.
During recent years there has been a 
definite tendency and trend on the part 
of business in general to adopt fiscal 
years that coincide with the natural 
business year, instead of the calendar 
year. This change has been fostered, 
not only by the accounting profession, 
but by business organizations generally, 
and particularly the Securities and Ex­
change Commission, which supports the 
use of a natural business year in the 
interest of providing security holders and 
prospective investors with the more 
informative statements and earnings re­
ports that the use of the natural busi­
ness year for accounting purposes makes 
possible.
Many businesses are seasonal, and 
when changes in fiscal years are made 
the income for the short period is usually 
considerably in excess of a ratable por­
tion of the year’s earnings because the 
proper fiscal year should end with the 
active business season; thus including, 
as a general rule, the profitable period 
of operations. A typical illustration is
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that of a corporation operating a busi­
ness, the season for which ends in mid­
spring, say May 31st, and all the in­
come of such a corporation will be 
derived from operations during the first 
five months of the year. During the 
remainder of the calendar year, the 
corporation may be lucky to “ break 
even,” particularly as during the last 
few months of the calendar year it is 
likely to be incurring substantial ex­
penses in the nature of getting ready 
for the next year’s seasonal operations. 
To illustrate the effect of section 711(a) 
(3) as proposed, assume the case of a 
corporation engaged in such a business 
and earning during the five months 
ended May 31st a net income for ex- 
cess-profits-tax purposes of $66,000. As­
sume further that it has an invested 
capital of $500,000 upon which it is 
entitled to an exemption rate of 8 per 
cent. Such a corporation may earn little 
or nothing during the remaining seven 
months of the year, and for this illustra­
tion we assume that the remaining seven 
months produce neither net gain nor 
loss. If it continued for the full calendar 
year, its tax, on the figures given, would 
amount to $4,250, but under the provi­
sions of section 711(a) (3), if it should 
change to a natural business year, end­
ing May 31st, it would be required to 
pay a tax of $13,178. A  law that pro­
duces such a result is most inequitable. 
Conversely, if the income for the short 
period should be less than the annual 
average, too low a tax will be payable.
To remedy this, we suggest that the 
law be modified to provide that in the 
case of a period of less than twelve 
months there be added to the income 
for the short period the income for the 
remainder of the full twelve-months’ 
period, taking the months immediately 
following the end of the short period; 
that the tax be computed on the basis 
of that twelve-months’ income, and 
that the amount payable for the short 
period be such proportion of the tax 
on the twelve-months’ income as the 
amount of the income for the short 
period is of the income for the twelve- 
months’ period.
If the income for the short period be 
the same as for the year, the full tax 
thus determined should be payable and, 
if the income for the short period be 
greater (because a net loss was sus­
tained during the balance of the year), 
there should be payable an excess- 
profits tax, computed at the same aver­
age rate on the larger short-period 
income as results from the full year 
computation.
The following is a summary of the 
excess-profits tax that would be payable 
under this proposal compared with 
what would be payable under the exist­
ing law in the case of a corporation 
changing to a fiscal year ended May 
31st, earning during that period $66,000 
on an average invested capital of $500,­
000, and assuming operating results for 
the remaining seven months as shown 
below:
(A)
(B)
(C)
Operating results Excess-profits 
for the remaining tax under 
seven months existing law 
No gain or loss
(Year’s net $66,000) $13,178
Profit of $11,000 
(Year’s net $77,000) 13,178
Loss of $6,000
(Year’s net $60,000) 13,178
Excess-profits 
tax under pro­
posed amendment
$4,250
6,000
3,300
Such a change would present no revenues, but, if anything, is likely to 
complications and would not reduce increase revenues. Obviously, a corpora-
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tion that would be required to pay an 
excessive tax, under the proposed law, 
would not change its fiscal year; while 
one that might pay a lesser tax, under 
the law now proposed, would request 
permission to make such a change. On 
the other hand, the continuance of the 
present provision will probably stop 
completely the very desirable trend of 
business corporations towards the use 
of a natural business year for accounting 
and other purposes.
7. All expenses incurred in the produc­
tion of income should be allowed as 
deductions:
With the view of establishing an 
equitable income-tax law, sound from 
an economic standpoint, it is recom­
mended that section 23(a) be revised to 
permit the deduction of all expenses 
incurred in connection with the produc­
tion of income, the conservation of 
potential income-producing assets and 
the accounting therefor.
Section 23(a) has from the inception 
of the income-tax law been substantially 
in the same form as it is in our present 
Internal Revenue Code. It provides 
that “ in computing net income there 
shall be allowed as deductions—all the 
ordinary and necessary expenses paid 
or incurred during the taxable year in 
carrying on any trade or business . . .” 
Probably no other phrase in the tax law 
has been so prolific a producer of litiga­
tion than those words in section 23(a), 
and there has been a wealth of cases 
appealed to the courts upon the sole 
issue of whether or not a taxpayer was 
carrying on a trade or business as 
specified in section 23(a).
To constitute an allowable deduction, 
the expense, first, must be ordinary; 
second, it must be necessary; and third, 
and most important, it must have been 
incurred in the pursuit of a trade or 
business. Therefore, the taxpayer must 
first prove that he is in a trade or busi­
ness. The situation would not be so 
difficult if the Treasury would recognize
that any pursuit or investment for the 
purpose of producing profit or income 
must necessarily be some form of a 
business undertaking, but the Treasury 
does not assume this premise. The 
Treasury has frequently proved to the 
courts that the maintenance of invest­
ments does not constitute a trade or 
business, although the taxpayer, in the 
production of income therefrom, has 
incurred ordinary and necessary ex­
penses. Kane v. Commissioner 100 F. 
(2d) 382 Angier B. Duke v. Commissioner 
39 B .T .A . No. 4; though in other cases 
similar expenses have been allowed, 
Barney v. Commissioner 37 B .T .A . 446; 
Roebling v. Commissioner 37 B .T .A . 82.
Again, the Treasury has said many 
times, to the satisfaction of the courts, 
that a certain expense was extraordinary 
rather than ordinary, although it was 
necessary, and hence, although it was 
incurred in a trade or business, it was 
not a proper deduction from gross 
income. Then too, the Treasury has set 
itself up as being an all-seeing and wise 
executive in respect to any line of busi­
ness and, with contentions beautifully 
colored with temerity, told the tax­
payer that the expenses which he in­
curred in carrying on his trade or busi­
ness were not necessary.
Such a state of affairs does not con­
tribute to an economically sound taxing 
act, nor does it effect cooperation be­
tween the taxpayer and the Govern­
ment, which of itself is an important 
factor in the collection of tax revenue.
To alleviate this situation of long 
standing, it is suggested that section 
23(a) be rewritten so as to provide that 
any item of expense paid or incurred 
which was incidental to the production 
or collection of income, the accounting 
therefor and payment of taxes thereon, 
or protection and preservation of prop­
erty producing or acquired to produce 
income, would be deductible. Even now, 
the Treasury recognizes that this is a 
fair premise upon which to proceed. In 
the case of an individual taxpayer
working on a salary and who, inciden­
tally, owns a parcel of rent-producing 
real estate, the Commissioner allows 
such taxpayer to deduct repairs, insur­
ance, and other expenses directly con­
nected with the maintenance of such 
property and which are necessary to 
production of the rent revenues. This is 
as it should be, though it is difficult to 
see that the renting of one or several 
houses is any more a business or trade 
than the ownership of one or more 
securities.
Similarly, the cost of purchasing and 
selling investment securities (brokerage 
charges) may be deducted though the 
expense of investigating possible pur­
chases or sales, obtaining advice thereon, 
or collecting the income therefrom may 
be denied.
The Commissioner, in his Regulations, 
requires that the taxpayer keep records 
from which a correct return of income 
may be made. The tax law has become 
so technical that he, in effect, requires 
that the taxpayer secure professional 
assistance in the preparation of his 
returns, the determination of his in­
come-tax liability, and the keeping of 
adequate records relating thereto. These 
are expenses that the Commissioner has 
said that the taxpayer shall pay. He 
has made them necessary, and in this 
day and time they are certainly or­
dinary. It would be paradoxical to deny 
that they should be proper deductions 
in the computation of one’s net profits, 
but in income-tax matters they are not 
deductible unless the taxpayer can prove 
that he is carrying on a trade or busi­
ness. Section 23(a) should be revised to 
allow deductions for these expendi­
tures, if for no other reason than that 
the bookkeeping expense incurred by 
the taxpayer and the professional advice 
sought by him result in a saving in the 
administrative cost to the Government 
in the collection of the revenues and 
the enforcement of the statutes.
A somewhat absurd effect, and it 
should be noted that this is no excep­
tion, was produced by the application of 
section 23(a) in the recent case of 
Eugene Higgins, 39 B .T .A . No. 147. 
In this case the taxpayer owned real 
estate valued at $10,000,000, nontax- 
able securities valued at $16,000,000, 
and taxable securities valued at $10,­
000,000. He maintained two offices and 
several employees for the purpose of 
adequately keeping the records re­
quired by the Treasury and for his own 
very necessary purpose of keeping track 
of his investments and the income re­
turn thereon. Yet the Board of Tax 
Appeals held, under section 23(a), that 
the taxpayer was not entitled to deduct, 
as an expense of trade or business, the 
expenses incurred in connection with 
the ownership of $26,000,000 worth of 
securities and the collection of income 
therefrom, but was entitled to deduct 
expenses incurred in connection with 
the $10,000,000 of real estate. The 
Board states that the mere fact that 
investments produce income is not deci­
sive {it should be). The Board states 
that “ if Congress had intended to allow 
deductions on that basis it would have 
been too simple and easy to have said 
so.”  It should be the intention of 
Congress to allow deductions on that 
basis if Congress’s goal is an equitable 
income-tax law.
There are numerous cases that are 
just as absurd as the one cited. An 
income-tax law purporting to tax net 
income should do so, and it should not 
be so written as to tax expenses that 
any prudent individual would incur in 
the maintenance of his investment sta­
tus in such a manner as to produce the 
ultimate in income. Furthermore, such 
expenditures are almost always paid to 
business organizations and constitute 
taxable income to them.
The recommended changes would also 
serve to remove the cause of much liti­
gation revolving around the question 
of what constitutes the conduct of a 
trade or business, or when the conduct 
of a business is conceded, whether or
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not certain payments were in connec­
tion therewith. Admittedly, they would 
not be of material benefit to large tax­
payers, whose investment activities and 
expenses are usually so extensive as to 
constitute the conduct of a business, 
or to corporations because any expenses 
incurred by a corporation must be in 
connection with its authorized trade or 
business, or else they would be ultra 
vires. But it would help many individual 
taxpayers in the lower brackets, and it 
is believed that the loss of revenue be­
cause of such a change would be neg­
ligible. In fact, it is possible that an 
improved attitude of cooperation on the 
part of the taxpayer would be forth­
coming and that, even from a strictly 
revenue standpoint, this factor alone 
would offset the apparent revenue loss 
from the allowance of these deductions. 
But even if a small loss of revenue were 
to result, it nevertheless would be only 
fair to all. There appears to be no justi­
fication equitable, economic, or financial 
for the present discrimination.
8. The treatment of capital gains and 
losses should he further studied and 
revised and the treatment of corporate 
capital gains should he modified: 
Much opposition, supported by sound 
argument, has long existed to the 
capital-gains tax, and strong efforts 
have been made at various times by 
informed groups to eliminate capital 
gains from the field of taxable income. 
Many businessmen oppose this tax on 
the grounds that it hinders sales, ex­
changes, and business generally. Others 
consider the tax inequitable because it 
not only covers items of a nonrecurring 
nature, but also applies to profits which 
have accrued over a long period of time. 
Still others contend that, over a full 
normal business cycle, capital losses 
tend to offset capital gains and that 
from a revenue standpoint the long-term 
results are nil. Finally, it is the belief 
of others that the increase in the dollar 
value of capital assets does not repre­
sent ability to pay taxes. For reasons 
such as these, Great Britain does not 
subject capital gains to income taxa­
tion.
The committee realizes that much 
can be said in favor of the outright re­
peal of the tax on capital gains, but, 
despite the cogent arguments against 
the tax, recognizes that what is gen­
erally regarded as capital gains may, 
in some cases, represent ability to pay 
and should properly bear its just propor­
tion of taxation. The method of taxing 
capital gains prescribed in the Internal 
Revenue Code, as amended, is a vast 
improvement over the hampering cap­
ital gain-and-loss provisions of the 1934 
and 1936 acts, but the committee be­
lieves that serious defects still remain 
in the law.
There seems to exist much confusion 
and misunderstanding or lack of agree­
ment as to what constitutes capital gain 
and the tax productivity of the present 
and prior laws levying tax on so-called 
capital gains. Tax is levied only on 
realized gains and the realization or 
otherwise of such gains lies in the con­
trol of the taxpayer.
Furthermore, not all gain on the sale 
of assets is capital gain; much of the gain 
really represents ordinary income, such 
as trading transactions. In the view of 
this committee, such gains do not con­
stitute capital gain. The use of a hold­
ing period, as in the present law and cer­
tain prior laws, provides a ready and 
simple method of distinguishing capital 
gain from what might be termed specu­
lative or trading gain, and this com­
mittee recommends the continued use 
of that method of distinguishing be­
tween the two types of gains. Though 
arbitrary, it saves much litigation and 
accomplishes substantial justice and 
equity.
Whether or not true capital gains 
should be subjected to income tax is 
another problem. It is now recom­
mended that the matter be subjected to 
further study, particularly as to the
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question of its tax productivity. Mem­
bers of this committee have undertaken 
to study and analyze the available sta­
tistics but the result only emphasizes 
their incompleteness. In the report of 
the Vinson subcommittee of the House 
Ways and Means Committee, January 
14, 1938, certain tabulations of Treas­
ury statistics were referred to and in­
cluded in the addenda. But unless fully 
understood, such tabulations may be 
very misleading. Specifically, such tabu­
lations, which lead to the conclusion 
that the nontaxation of capital gains 
would increase the tax burden on ordi­
nary income, included much ordinary 
income and tax thereon. Eliminating 
the taxes on ordinary income or trading 
gain would reduce the past results to 
the point where there is serious doubt 
that the taxation of capital gains pro­
duced net revenue over a period of years 
(see results of study by Walter A. Cooper, 
chairman of this committee, issued under 
date of September 27, 1938).
Another important objection is that 
capital net losses may be used to reduce 
the tax on ordinary income and thus 
operate to decrease federal revenue, 
especially in lean years.
Aside from the general question of 
whether or not capital gains should be 
taxed, there remains the problem of the 
differential treatment of corporate cap­
ital gains and individual capital gains. 
While the amount of corporate capital 
gains subject to tax has been modified, 
no change has been made with respect 
to the rate of tax on such gains whether 
they are distributed as dividends or 
retained as surplus. This is particularly 
serious in the case of personal holding 
companies, domestic and foreign. In such 
cases, capital gains are first subjected to 
the corporate tax of 24 per cent (though 
personal capital gains are subjected to a 
limit tax of 16½  per cent, and then, if 
distributed, are subjected to the full 
personal surtax or, if not distributed, 
are taxed at rates substantially equiva­
lent thereto or in excess thereof, to wit,
75 per cent. Though such gains, if real­
ized individually, are taxable only at 
the maximum rate of 16½  per cent, if 
they are realized by a corporation they 
are first taxed at 24 per cent and when 
received by shareholders in the form of 
a dividend they are subjected to full 
normal income tax and surtax as well. 
We suggest first that the maximum 
corporate-income-tax rate be limited to 
per cent.
The present law provides that any 
distribution shall be deemed to be out 
of the current year’s earnings, regard­
less of the accumulation of earnings or 
deficit. It is the opinion of this commit­
tee that the law should be amended to 
provide that, to the extent that distri­
butions exceed the current year’s net 
income of the corporation, exclusive of 
capital net gain, the distribution should 
be taxed to the shareholders at the 
capital-gain rates to the extent of such 
current year’s capital gain; and that, if 
distributions exceed the current year’s 
income, the source be attributed, in 
turn, to ordinary income first, and 
then to capital-gain income for each 
prior year up to the amount of the 
distribution, with appropriate provi­
sion for distributions out of corporate 
capital.
9. The Code should give any taxpayer 
the absolute right to an extension up 
to three months for the filing of a fed­
eral income-tax return, conditioned 
upon the filing of a tentative return 
at the usual time and the payment of 
interest upon any deficiency in the 
first installment:
From time to time, in recent years, 
considerable difficulty has been expe­
rienced in obtaining adequate extensions 
of time for the preparation of tax re­
turns. While it is appreciated that tax­
payers should not be able to take undue 
advantage of the right to extensions, 
nevertheless the taxpayers’ problems 
must also be considered, particularly in 
the light of recent developments in
respect to tax legislation and audit 
procedure.
It is not customary to close a tax­
payer’s accounts until the accountants 
have completed their examination, and 
by reason of the recent extension of 
audit procedure adopted by the ac­
counting profession, the time required 
for this work has been extended. In addi­
tion, the data required for tax returns 
have increased, the determination of 
income-tax liabilities has become more 
difficult and in the case of corporations 
which, in the future, will be required to 
file excess-profits-tax returns, the prob­
lem will be further accentuated, partic­
ularly as great care must be exercised in 
the adoption of the basis for excess- 
profits credits. It might be added that 
with respect to returns for 1940, it will 
be necessary to completely analyze and 
restate the income for the four-year 
base period, as well as develop the 
necessary data for the current year. 
Furthermore, the basis for computing 
the invested capital will, in many in­
stances, not be the same as the tax­
payer’s accounting basis. To alleviate 
this difficulty, to remove a source of 
great irritation to many taxpayers, and 
to relieve the Bureau of Internal Rev­
enue of clerical and administrative 
work, it is recommended that the law 
provide that all taxpayers be automati­
cally entitled to take an extension up to 
three months for the filing of income-tax 
returns merely by filing a tentative re­
turn and paying one-quarter of the esti­
mated tax. Further extension up to an 
additional three months should be 
allowable by the Commissioner as at 
present.
Under this proposal the taxpayer 
would be relieved from having to make 
a formal request for extension, and the 
Bureau of Internal Revenue would not 
have to handle the administrative and 
clerical work necessitated by these re­
quests for extensions, which come at a 
time when the collectors’ offices are 
experiencing their peak load in the filing
on March 15th of those income-tax 
returns which can be filed on time.
It goes without saying, of course, 
that should the taxpayer fail to pay at 
least one-fourth of the tax as finally 
determined, interest should be payable 
on the deficiency, as at present.
10. In the interest of a sound, equitable 
national taxation system (1) the in­
terest on future issues of all govern­
ment (state and local, as well as fed­
eral) securities should be subjected to 
tax and (2) the rates of tax in the top 
surtax brackets should be reduced:
The committee believes that major 
attention should be given to two related 
questions: (1) taxing future issues of 
otherwise tax-exempt securities and (2) 
lowering the “ top”  surtax rates. These 
two conditions unite to discourage the 
taking of normal business risks by 
“ large wealth.” Because of high sur­
taxes, venture capital is lured into tax- 
exempt securities instead of performing 
its normal function of financing indus­
trial development. Thus new issues of 
industrial equity securities are curtailed, 
and the regular investment market is 
distorted by the inordinate demand for 
government obligations. It is estimated 
that of more than twenty billion dol­
lars’ worth of state and local tax-exempt 
securities outstanding, over half, repre­
senting in the main sterile risk capital, 
is held by individuals.
Stimulation of general economic ac­
tivity depends to a large extent on re­
versing this process. Not only must the 
use of government obligations as a 
haven for “ large wealth”  be made less 
attractive, but incentive must be ex­
tended to such wealth to perform its 
regular economic function of supplying 
risk capital to industrial enterprise. 
Proper reduction of the top surtax rates 
will accomplish this latter purpose.
Late in June, 1939, John Hanes, as 
spokesman for the Treasury, proposed 
to the Ways and Means Committee 
that tax-exempt bonds be eliminated
and that top surtax rates be lowered. 
Mr. Hanes pointed out the adverse ef­
fect of both these conditions on risk 
capital, stating: “ The attractiveness of 
tax-exempt securities combined with 
the high surtax rate has greatly di­
minished the willingness of persons 
with large incomes to risk their capital.”  
In regard to the refunding of existing 
issues, Mr. Hanes suggested that any 
hardship could be prevented by per­
mitting the new obligations to be tax- 
exempt up to the maturity date of the 
obligation being refunded.
This committee endorses these rec­
ommendations.
11. Section 3801, dealing with the mitiga­
tion of the effect of the Statute of Lim­
itations, is defective and should be 
revised:
Section 3801 of the Internal Revenue 
Code (section 820 under the 1938 act) 
is a highly technical provision of law 
intended to remedy a hardship either on 
the taxpayer or on the Government 
which results from the operation of the 
Statute of Limitations where incon­
sistent treatment has been accorded an 
item in different taxable years. Many 
accountants favor striking this section 
from the law until it can be redrafted. 
The committee, viewing the section in 
a constructive spirit, believes the section 
should be retained, but that its obvious 
deficiencies should be remedied.
The section fails of its purpose if it 
begets new inconsistencies or accentu­
ates old ones. Yet that seems to be the 
result of the existing Statute, by reason 
of the omission to authorize adjust­
ments in one of the most flagrant and 
disturbing types of inconsistencies, 
namely, the double disallowance of de­
ductions.
Furthermore, in restricting the gen­
eral scope of the section to cases cov­
ered by closing agreements, refund 
claims, or judicial determinations, there 
is excluded automatically a very large 
portion of all returns filed. In most cases,
there is no closing agreement, refund 
claim, or judicial contest. The tax lia­
bility is closed either by the acceptance 
of the return or the voluntary ac­
knowledgment of additional tax or re­
fund, and ultimately, by the running 
of the Statute of Limitations. Yet, if 
there be double inclusion or exclusion 
of income or other inconsistency, in 
cases where there are no such final 
closings, there is no less occasion for 
adjustment than in cases falling within 
the limited scope prescribed by the 
Statute.
The inevitable effect of the present 
requirements is to force cases to the 
Board or to the courts, when incon­
sistencies are involved. This will con­
tinue to engender strife unnecessarily. 
Moreover, it endangers the whole fabric 
of case settlements, especially in cases 
where the issues are not clear and a 
lump sum of tax is agreed upon. Such 
settlements are unwise and erect dan­
gerous precedents to the extent that 
they dispose of items in a manner 
inconsistent with other years.
Finally, section 3801 induces adjust­
ment of the liability of one taxpayer for 
inconsistencies of a related taxpayer. 
The occasion for this in certain situa­
tions is recognized, but surely the reper­
cussion should expressly be confined 
(except in the husband-and-wife status) 
solely to transactions growing out of the 
relationship, and possible only by rea­
sons of the existence of the relationship. 
The Commissioner’s interpretation of 
this section as promulgated in T.D. 
4856 recognizes no such limitation.
Furthermore, provision should be 
made for the intervention, in any pro­
ceeding before the Treasury, the Board 
of Tax Appeals, or the courts, of any 
taxpayer likely to be affected, under sec­
tion 3801, by the results of the pro­
ceeding. Under the present plan the 
final determination of the liability of 
one taxpayer may adversely affect the 
liabilities of other taxpayers not parties 
to the proceeding and many such mat-
18
ters are and must be decided on the 
basis of proof submitted or lack of it. 
This leads to conclusions which may 
or may not be correct and other tax­
payers should not be saddled with a 
liability in the determination of which 
they have had no part.
12. Section 3604, concerning foreign cor­
porations, should be repealed:
Section 3604 of the Internal Revenue 
Code, in requiring information returns 
with respect to foreign corporations, 
imposes an unreasonable and repugnant 
burden upon professional accountants, 
undermining the confidential relation­
ship between accountant and client. 
The interest of all will be served best by 
fostering a forthright relationship be­
tween the accountant and his client in 
determining sound and ethical proce­
dure.
The provision also injects an insidious 
and inconsistent form of espionage into 
the administration of the law, which is 
particularly repulsive to an honorable 
profession.
Section 3604 calls for comprehensive 
returns of information by accountants 
in connection with the formation, or­
ganization, or reorganization of foreign 
corporations. The language of the law 
itself is ambiguous, and the regulations 
thereunder imply an extension of the 
requirements to include information 
concerning proposed transactions in ad­
dition to consummated incorporations 
or reorganizations. The hypothetical 
questions provided in the regulations 
and in the related form 959 call upon 
accountants to divine the intent of 
clients. Furthermore, where does mere 
conversation end, and advice and coun­
sel begin?
The obvious and simple manner in 
which the desired information should 
be obtained is by means of questions on 
the regular tax-return forms, with ref­
erence to such matters as would be dis­
closed by the information returns now 
required to be filed by accountants pur­
suant to the provisions of section 3604, 
augmented, if need be, by special infor­
mation returns by the officers, directors, 
and stockholders directly concerned in 
such matters. The Government should 
not resort to reports of indirect in­
formants.
13. Land used in a trade or business 
should be excluded from the definition 
of capital assets:
Section 117 (a) (1) of the Internal 
Revenue Code excludes from the defini­
tion of capital assets: “ Property, used 
in trade or business, of a character 
which is subject to the allowance for 
depreciation provided in section 23 (1).” 
It is strongly urged that the land upon 
which such depreciable property stands 
likewise be excluded from the statutory 
definition. Land and the building at­
tached thereto generally are considered 
to be one asset, and almost any trans­
action which could result in capital gain 
or loss would involve the sale or ex­
change of the land and building to­
gether. There is no logical ground for 
holding that buildings used in trade or 
business, and the land upon which the 
buildings stand, belong in different 
categories.
Furthermore, the present provisions 
have given rise to many disputes, when 
depreciable and nondepreciable prop­
erties have been bought and/or sold 
as a unit, regarding the division of the 
cost and sales proceeds between the 
two classes of property. Fundamentally 
they are indivisible, the value of one 
depending on the other.
14. Excessive depreciation not “ bene­
ficially allowed ” should be ignored in  
determining the basis of depreciable 
property or later depreciation allow­
ances and the policies for the deter­
mination of depreciation deductions 
should be liberalized:
In recent years the Treasury Depart­
ment has subjected depreciation deduc­
tions to close scrutiny, and in many
cases has required the use of lower an­
nual rates. Throughout the depression, 
a large number of companies operated 
at a loss; but in accordance with ac­
counting principles consistently main­
tained, they continued during those 
years of loss to compute depreciation at 
established rates. Upon the return of 
profitable years, the Treasury Depart­
ment has often required such taxpayers 
to use lower rates, without permitting 
retroactive application, with the result 
that the taxpayer is required to reduce 
the depreciable basis of his property by 
the excess depreciation taken in the 
years of net loss. Such excess deprecia­
tion clearly has not been “ beneficially 
allowed” and the taxpayer should not 
be required to reduce the basis of assets 
by such excessive depreciation. To do 
so requires the taxpayer to deduct in an 
incorrect year (when no tax effect re­
sulted therefrom) a deduction that 
properly belongs in a later year. The 
procedure has no such tax effect in the 
case of a taxpayer who does not oper­
ate at a loss in any year and thus the 
losing taxpayer is further penalized.
Perhaps the existing statute so pro­
vides or intends, but despite a recent 
decision (Pittsburgh Brewing Company, 
107 F. (2d) 155) of a circuit court to 
that effect, from which decision the 
Commissioner of Internal Revenue has 
failed to appeal, the administrative 
bureaus refuse to apply that principle.
Therefore, we repeat our recommen­
dation, that section 113 (b) (1) (B) of 
the Internal Revenue Code be amended 
to provide that in determining the basis 
of depreciable assets, adjustment should 
be made for depreciation “ allowed or 
allowable,” except that excess deprecia­
tion taken in years of net loss, and not 
“ beneficially allowed” for tax purposes, 
should be ignored.
We further believe that the adminis­
trative policies with respect to deprecia­
tion allowances should be liberalized. 
The present policy tends strongly to 
further strengthen the strong and
further weaken the weak, perpetuate 
inefficiency, prevent development and 
improvement of productive efficiency 
and retard industrial activity, particu­
larly in the heavy industry and produc­
tive machinery fields; without substan­
tial activity in those fields, this country 
cannot be prosperous.
15. When loss results in transactions be­
tween persons to whom losses in such 
transactions are not allowed as deduc­
tions, the future basis of the property 
should be the transferor's basis:
Section 24 (b) of the Internal Rev­
enue Code provides, in computing net 
income, that no deduction shall be 
allowed in any case in respect of losses 
from sales or exchanges of property di­
rectly or indirectly, (A) between mem­
bers of a family as defined in Code; (B) 
except in case of distributions in liquida­
tion between an individual and a corpo­
ration in which more than fifty per cent 
of the outstanding stock is owned di­
rectly or indirectly by him; (C) between 
two corporations in which more than 
fifty per cent of the outstanding stock 
of each is owned by or for the same in­
dividual; between (D) grantors, (F) 
beneficiaries and fiduciaries of trusts, 
and between (E) trusts if the grantor 
with respect to such trusts is the same 
person.
In view of the fact that there is noth­
ing provided in the Internal Revenue 
Code to the contrary, it is presumed that 
in the hands of the transferee the basis 
for determination of gain or loss upon 
subsequent disposition of such property 
is the cost to the transferee. That is, the 
basis of the property to the purchaser 
(transferee) is the price paid the seller 
(transferor) or the value of the property 
given in exchange. This offends the 
general theory of the effect of trans­
actions resulting in no recognized gain or 
loss. Provision should be made in the 
law that in such cases, the basis and 
holding period of the capital assets in 
the hands of the vendor (transferor)
shall be continued in the hands of the 
vendee (transferee). If the transaction 
is not recognized for income-tax pur­
poses when consummated, it should be 
disregarded in determining the tax re­
sult of later transactions as is done un­
der most other circumstances.
16. When the redemption of stock is held 
to he the equivalent of a taxable divi­
dend and so taxed, the basis of re­
maining stockholdings should not 
be reduced:
Where stock is redeemed, and it is 
held under section 115 (g) of the Inter­
nal Revenue Code that the redemption 
is in effect the distribution of a taxable 
dividend, it should follow that the 
basis, if any, of the stock in the hands 
of the stockholders should either be 
deducted from the dividend or, more 
logically, be applied to the other hold­
ings of stock in the corporation. For 
example, if stock is bought for $1,000, a 
100 per cent stock dividend is declared 
and subsequently the dividend stock is 
redeemed, the $1,000 base should con­
tinue in the original stock if the pro­
ceeds of the redeemed stock are taxed in 
full as a dividend. Under the present 
Code the basis, in the illustration given, 
would be only $500, and if sold for $1,­
000, the total proceeds would be $2,000, 
the cost $1,000, and the gain $1,000—  
yet $1,500 would be taxed as income.
Apportionment made at the time of 
the declaration of the stock dividend is 
obviously undone when a redemption is 
held to be taxable, in full, as a dividend. 
This restoration of original basis is not 
covered in the law at present, and there 
is considerable doubt as to just what the 
situation would be. To clarify the situa­
tion, it is recommended that the basis of 
the stock with respect to which the 
stock dividend was received should not 
be apportionable and that if any of such 
original stock was previously sold and 
only the apportioned amount deducted 
as the cost or basis, the provisions of 
section 3801 should be made applicable
if the adjustment of liability for the 
year in which the original shares were 
sold is otherwise barred.
17. The basis of property devised or taxed 
as such, should be revised to provide 
that future gain or loss be based on 
the values subjected to estate tax and 
when the value one year after death is 
used the basis should include the in­
come or the income should not be sub­
jected to income tax:
Our general policy of taxation has 
embraced the theory that property 
passing upon death be subjected to a 
heavy estate tax and that the value so 
taxed should, thereafter, be deemed 
capital so that only the excess thereof 
would be taxed later as gain or income.
The early revenue acts produced such 
a result but subsequently very desirable 
changes were made in the estate-tax 
sections to prevent avoidance of tax, 
or relieve inequities, but the income-tax 
provisions were not amended to con­
form therewith.
The first change in the estate-tax pro­
visions involved the taxation of prop­
erty apparently or legalistically passing 
on death, such as property transferred 
in contemplation of, or to take effect 
upon, death. Recent decisions of the 
Supreme Court have materially wid­
ened the previously recognized theory 
of what property transfers take effect, 
or are intended to take effect, upon 
death, thus subjecting more such trans­
fers to estate tax. Under such circum­
stances the subsequent gain or loss is 
usually based on a value differing ma­
terially from the value subjected to 
estate tax.
To equitably meet all possibilities 
we, therefore, recommend that for 
income-tax purposes the basis of any 
property subjected to estate tax should 
be the value subjected to estate tax 
regardless of the manner or time of 
acquisition.
In addition to the question of what 
property is taxed at death, a further
problem arises in the case of property 
which is taxed on the basis of values one 
year after death. A provision was in­
cluded in the estate-tax law to alleviate 
the burden in those cases wherein values 
declined substantially after death and 
before it was humanly or legally possible 
to sell property at prices prevailing on 
the date of death and the values one 
year after death were allowed as the 
basis of taxation, if the taxpayer so 
elected.
In the administration of these sec­
tions of the law, the Commissioner of 
Internal Revenue has held that income 
(such as dividends) received during the 
intervening year must be included in 
the value one year after death— on the 
basis that the right to receive such divi­
dends passed on death with the stock 
(regardless of what income, if any, was 
earned by the corporation during the 
year, or the lapse of time in the case of 
interest).
Yet, such dividends or interest must 
be included in taxable income even 
though they are also subjected to estate 
tax. We, therefore, recommend that 
such income be eliminated from the 
basis for income tax or from the basis 
for estate tax and that it be not sub­
jected to both taxes.
18. The provisions for the adjustment of 
the basis of assets by reason of the 
cancellation or retirement of indebt­
edness should be revised:
From time to time the provisions of 
the applicable statutes have been 
amended to facilitate the rehabilitation 
of insolvent or bankrupt taxpayers or 
others in an unsound financial condi­
tion. Much progress has been made in 
that direction so far as it relates to the 
taxation of alleged income technically 
or theoretically arising out of the re­
habilitation through cancellation or 
reduction of indebtedness.
Yet we still refuse to let bygones be 
bygones and the spectre of the past 
continues to arise to plague rehabili­
tated taxpayers, if the possibility thereof 
has not first prevented rehabilitation, 
through the requirement that the basis 
of assets must be reduced by the amount 
of the debt cancellation or reduction 
regardless of whether or not such can­
cellation or reduction when effected 
would, otherwise, have constituted taxable 
income.
Recent decisions seem to have es­
tablished the principle (though the 
highest court has not yet fully covered 
the problem) that such debt reductions, 
especially when receiverships or com­
positions with creditors are involved, 
create income only to the extent of the 
net equity freed to the proprietors, i.e., 
the excess of the value of assets over the 
reduced liabilities. The Code, however, 
requires that the basis of property, in­
cluding inventories and receivables, be 
reduced by the amount by which the 
indebtedness has been reduced and does 
not limit the adjustment to the amount 
which, except for the special exemption, 
would have constituted taxable income. 
These amounts, which do not represent 
income and are not taxable when the re­
habilitation is effected, become taxable 
income in a later year.
This is becoming increasingly more 
serious in the light of the increasing tax 
rates, and the imposition of defense and 
excess-profits taxes. Though the hard­
ship is deferred or spread out when the 
basis of fixed or depreciable assets is 
reduced, it is felt immediately when 
fixed or depreciable assets are negligible 
or nonexistent— as in the case of trading 
and merchandising taxpayers—and the 
basis of inventories or accounts re­
ceivable is reduced. Nonexistent gain 
then becomes taxable income within a 
year after rehabilitation, if one is 
effected.
Accordingly, we urge that the ap­
plicable laws be amended to provide 
that the basis of property be reduced 
as the result of the reduction of in­
debtedness (or the so-called gain on 
retirement of obligations) only by the
amount of income arising from such 
reduction that would have been taxable 
were it not for the special exemption.
19. The use of the average method for 
determining the cost of securities sold 
should be required where identifica­
tion is impossible:
The general rule, as stated in Regula­
tions 103, sec. 19.22(a)-8, is that when 
shares of stock are sold from lots pur­
chased at different dates or at different 
prices, and the identity of the lots 
cannot be determined, the stock sold 
shall be charged against the earliest 
purchases of such stock. This rule was 
established in Regulations 33, revised, 
issued under the revenue acts of 1916 
and 1917, and in view of its repetition 
in subsequent regulations, together with 
the re-enactment by Congress of un­
changed provisions of law, the rule has 
assumed the general character of law, 
the soundness of which has been more 
or less taken for granted although its 
application has been more and more 
limited by the courts.
It is founded on the fallacious idea 
that interests in a corporation repre­
sented by separate purchases of stock 
have some tangible form, so that sales 
values or prices may differ as they do 
in the case of tangible properties. Ob­
viously, of course, such is not the case 
and the illogical and inequitable results 
of a broad application of the rule have 
been recognized and it has been modified 
from time to time, permitting “ identifi­
cation by designation ”  in many differ­
ent circumstances. Thus, with respect 
to the purchase or sale of securities by 
brokers for collateral accounts, identifi­
cation has been permitted in situations 
where there was in fact no actual receipt 
or delivery of the securities involved. 
Finally, the application of the rule has 
been practically abandoned in many 
situations where reorganizations are 
involved, and the average cost method 
has been held by the courts to be the 
correct method to use with respect to
the securities acquired as the result of 
such reorganizations.
It has been stated that the rule was 
adopted for administrative convenience. 
Yet by reason of forcing the taxpayer 
to use the “ first-in, first-out”  method 
rather than average cost, which is 
usually the governing factor in the tax­
payer’s determination of what to sell 
or how much to sell, or by forcing the 
use of the “ identification by designa­
tion ”  method, the many detailed records 
which the Treasury must examine have 
led to administrative inconvenience 
rather than convenience, to say nothing 
of the many disputes which have arisen.
So far as it can be ascertained, there 
is no evidence that the “ first-in, first- 
out”  rule has been productive of greater 
revenue than would have resulted from 
the use of the average-cost method, and 
there seems to be no reason why mat­
ters cannot be simplified by requiring 
the use of the average method where 
identification is not possible. The aver­
age rule is practicable, is preferred from 
an accounting standpoint, and in the 
case of reorganizations has been ap­
proved by the Board of Tax Appeals 
and the courts. Furthermore, banks 
and other institutions under the super­
vision of the Comptroller of the Cur­
rency are usually required to use 
the average method for accounting 
purposes.
Accordingly, it is again recommended 
that the average method be approved 
under any circumstances, instead of the 
“ first-in, first-out”  method, and be 
required where the identity of lots can­
not be determined.
20. The deduction for losses on worthless 
stocks should be placed on the same 
basis as bad debt deductions and re­
strictions on the deduction of both 
types of losses should be modified:
The provisions relating to the deduc­
tion of losses sustained when stocks be­
come worthless are at present almost 
unworkable and produce very unsatis­
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factory results. Under the existing Code, 
such losses are deductible only when the 
stocks become worthless. This contrasts 
with the provision relating to bad debts, 
which allows such deductions in the 
year in which worthlessness is ascer­
tained by the creditor. Thus a creditor, 
who is in far better position to obtain 
accurate data regarding a debtor’s 
status than is a shareholder with respect 
to the corporations in which he owns 
stock, is given a much broader right 
with respect to the deduction of these 
losses. It seems entirely unreasonable to 
require a stockholder to take a deduc­
tion only when a stock became worth­
less, regardless of whether he knew it or 
not, when his right to obtain informa­
tion regarding the status of the corpora­
tion is exceedingly limited, and yet per­
mit a creditor who by reason of his posi­
tion can force a debtor to supply data to 
deduct a loss when the worthlessness is 
ascertained. This is accentuated by the 
fact that it frequently takes years for 
the Bureau of Internal Revenue to de­
termine in what year a stock became 
worthless, and even then the particular 
year is always difficult to ascertain and 
subject to much uncertainty and dis­
pute.
It is accordingly recommended that 
the right to a deduction for a loss result­
ing from stock becoming worthless 
should be placed on the same basis as 
the deduction for bad debts, namely, 
that such losses be allowable as deduc­
tions in the year in which their worth­
lessness is ascertained by the stock­
holder.
Furthermore, the law should also pro­
vide that when the Treasury Depart­
ment determines that a taxpayer ascer­
tained a debt or security to have become 
worthless in a year prior or subsequent 
to the year in which the deduction was 
claimed by the taxpayer, the tax liabil­
ity for such other year should be rede­
termined by the allowance of the loss in­
volved ; and if the Statute of Limitations 
with respect to such year should other­
wise prevent the making of any refund 
resulting therefrom, the provisions of 
section 3801 should be modified to pro­
vide for a readjustment under such cir­
cumstances. This suggestion is made be­
cause ascertainment of worthlessness 
involves, to a substantial extent, a state 
of mind which depends largely on the 
optimism or pessimism of the persons 
concerned. In the language of the Su­
preme Court, a taxpayer should not be 
required to be an “ incorrigible opti­
mist.” Nevertheless, these losses gener­
ally are the result of a gradual petering 
out process rather than the result of 
some sudden cataclysm, and hence 
there is room for wide differences of 
opinion regarding the year of worthless­
ness or ascertainment of worthlessness, 
even when all facts are known and 
agreed upon.
If a loss has been sustained, there is 
no reason why it should not be allowed 
merely because some person, be he an 
administrative official or the court, is 
more optimistic or pessimistic than was 
the taxpayer and concludes that worth­
lessness was or should have been ascer­
tained in a year other than when de­
ducted by the taxpayer. The require­
ment that bad debts be written off in 
the year of ascertainment is opposed to 
the basis upon which the year for the 
deduction of any other expense or the 
taxation of any income is determined, 
all others being based on the facts rather 
than mere accounting entries. This is 
particularly important in view of the 
fact that a taxpayer who keeps no books 
benefits through not being required to 
make a write-off to obtain the deduc­
tion; and if a write-off was made in a 
year prior to ascertainment of worth­
lessness, no write-off is required in the 
year of ascertainment. Thus, in prac­
tice, the write-off requirement is ap­
plied only to a taxpayer keeping books 
when it is held that worthlessness was 
ascertained in a year prior to the write­
off in the accounts. As a corollary, the 
courts have gone to extreme lengths in
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recognizing what meets the requirement 
of the law regarding a write-off so that 
even in that respect the application of 
the rule is further limited.
This condition should not be perpetu­
ated, and we strongly recommend, 
therefore, that the write-off require­
ment be eliminated and the provisions 
of section 3801 relating to the mitiga­
tion of the Statute of Limitations should 
be expanded to include deductions for 
worthless debts and securities of all 
types when it is finally determined that 
the deduction properly belongs in a 
year other than the year in which the 
taxpayer has claimed the deduction.
21. The Treasury Department should 
publish and announce the year in 
which it has decided securities became 
worthless:
To facilitate matters for taxpayers, 
and to reduce controversy to a mini­
mum, as soon as a conclusion regarding 
any security is reached by the securities- 
valuation section of the Department, a 
statement of the year in which it is de­
ductible should be published in the 
Internal Revenue bulletin service. Also, 
it would be helpful if a special bulletin 
were published by the Treasury De­
partment indicating the year in which 
the loss on securities previously ruled 
to be worthless was held deductible.
22. Worthless corporate obligations and 
stocks should be excluded from capital 
losses:
Sections 23(g) and 23(k) of the 
revenue act of 1938 established a re­
vised treatment for uncollectible cor­
porate obligations and worthless stocks, 
which the committee deems unsound. 
This treatment has been continued in 
the Internal Revenue Code.
Inherently, capital losses arise from 
sales and exchanges which differ widely 
from losses occurring through worth­
lessness. The one lies within the control 
of the taxpayer; he may or may not sell 
or exchange, as he pleases. In the other
case, the result is involuntary and 
clearly beyond the control of the tax­
payer. This difference justifies a distinc­
tion in the effect upon taxable income.
The result of the committee’s ques­
tionnaire disclosed a preponderance of 
opinion among accountants in favor of 
maintaining the distinction between 
the two types of losses. Accordingly, we 
again urge the restoration of the sound 
treatment previously accorded such 
losses.
23. Taxpayers using the weekly closing 
basis should be permitted to report on 
a 51- to 53-week basis:
Under a literal interpretation of the 
income-tax law, corporations maintain­
ing their books on a weekly basis, and 
preparing their annual financial state­
ments as at the close of the week near­
est the end of some month other than 
December, would not be permitted to 
file returns on the basis of a fiscal year, 
but would be required to file calendar- 
year returns. In practice, however, such 
corporations are often permitted to use 
a fiscal-year basis but are sometimes re­
quired to adjust their income for the 
difference in days between their fiscal 
year and the month-end.
In order to obviate the possibility 
that these corporations might some day 
be required to file calendar-year returns, 
and to simplify the preparation of their 
returns, the law should permit taxpay­
ers to file returns for the same fiscal 
periods as in the case of annual state­
ments, viz., fiscal periods of fifty-one to 
fifty-three weeks ending within six days 
before or after the end of any calendar 
month.
24. The execution of agreements to extend 
the Statute of Limitations should 
automatically extend the Statute with 
respect to refunds:
The Statute of Limitations with re­
spect to the assessment of deficiencies 
is now the same as in the case of refunds 
— to wit, three years. However, it is
frequently necessary for taxpayers to 
agree to waive the limitation provisions 
with respect to deficiencies in order that 
their returns may be adequately in­
vestigated and their claims considered. 
This will happen more frequently when 
excess-profits-tax returns, involving 
many moot questions, valuation prob­
lems, etc., are under review.
Such waivers or extensions of statu­
tory periods should be mutual as fre­
quently (especially when several years 
are involved and interrelated problems 
have arisen) it is impossible to know in 
advance whether the result for any par­
ticular year will be a refund or a defi­
ciency. Often the net result for several 
years will be a deficiency, though the 
final determination for one of those 
years will indicate a refund due.
Unless a taxpayer is properly advised 
by Treasury representatives or others, 
the Statute may bar a refund which 
may not have been anticipated when an 
extension of time was agreed to with 
respect to deficiencies.
Despite the foregoing, the Treasury 
cannot make a two-way agreement. 
This situation often leads to either a 
summary determination not properly 
considered, the filing of many wholly 
unfounded but “ right protecting”  claims 
for refund or to unjustifiable losses by 
taxpayers, few of whom can be well in­
formed on the intricacies of the finer 
points of tax procedure.
We, therefore, recommend that the 
Code be amended to provide that upon 
the execution of any valid extension of 
the Statute of Limitations with respect 
to deficiencies, the period for the timely 
filing of refund claims be similarly ex­
tended automatically.
25. The capital-stock and declared value 
excess-profits taxes should he elim­
inated:
This committee has consistently ad­
vocated the elimination of the unsound, 
unscientific capital-stock tax, based, as 
it is, on guess work and its related ex­
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cess-profits tax but we now have not 
only the same capital-stock-tax law but 
two excess-profits-tax laws as well. We 
realize that to make a capital-stock-tax 
law workable, if it is to be based on a 
free declaration of value, some form of 
excess-profits tax must be coupled with 
it. However, inasmuch as a capital basis 
must be determined by most corpora­
tions for the purposes of the new excess- 
profits tax, there now seems to be no 
need for a capital-stock tax based on a 
declaration of an arbitrary value having 
no relation to actual or invested capital 
values.
We, therefore, recommend that if the 
revenues presently being obtained from 
the capital-stock tax are required, the 
present law should be repealed and one 
of the following be substituted in lieu 
thereof:
(a) Increase the normal income tax 
rate by 1 per cent. Under the exist­
ing law, taxpayers who guess cor­
rectly their future earnings and 
provide through their declarations 
of capital-stock values just enough 
exemption to equal the income, pay 
a capital-stock tax exactly equal to 
1 per cent on net income. Those 
who are bad guessers may pay 
more, but there is every reason to 
eliminate the guessing feature and 
substitute a 1 per cent additional 
income tax so as to place all tax­
payers on a comparable basis.
(b) If a capital-stock tax not related to 
income should be preferred (and we 
deem it preferable), the tax should 
be levied on the average invested 
capital for the year as determined 
for excess-profits-tax purposes, and 
in those cases where the base-period 
income method is used, the basis for 
the capital-stock tax should be a 
capitalization of the base-period in­
come at the rate of 8 per cent plus 
or minus capital additions or reduc­
tions recognized in computing the 
excess-profits income credit.
This suggestion will simplify the tax 
structure materially, will not require
any computations or determinations in 
addition to those required for excess- 
profits-tax purposes, will put the tax on 
a logical rather than a speculative basis, 
will make it possible to compute the tax 
on the excess-profits and income-tax re­
turns, and pay the tax at the same time 
as the income tax. This will simplify the 
preparation of returns, eliminate the 
filing on the part of the taxpayer and 
the auditing and handling on the part 
of the Treasury Department of an addi­
tional return for each corporation and 
will reduce the work of collecting the 
tax, as it will merely require the pay­
ment of larger quarterly amounts in­
stead of a separate additional amount. 
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